A Service of

ECOMNZTOR pr

Make Your Publications Visible.

Leibniz-Informationszentrum
Wirtschaft

Leibniz Information Centre
for Economics

Maggi, Giovanni

Article

Trade agreements as incomplete contracts

NBER Reporter Online

Provided in Cooperation with:

National Bureau of Economic Research (NBER), Cambridge, Mass.

Suggested Citation: Maggi, Giovanni (2011) : Trade agreements as incomplete contracts, NBER
Reporter Online, National Bureau of Economic Research (NBER), Cambridge, MA, Iss. 1, pp. 12-14

This Version is available at:
https://hdl.handle.net/10419/61973

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/61973
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Y. Wind, eds., Upper Saddle River, NJ:
Wharton School Publishing, 2009.

17.G. Heal and H. Kunreuther,
“Supermodality and Tipping,” NBER
Working Paper No. 12281, June 20006,
and “Social Reinforcement: Cascades,
Entrapment and Tipping” NBER
Working Paper No. 13579, November
2007, and American Economic Journal:

Microeconomics, 2(1), 2010, pp.86-99.
18 At War with the Weather, op. ciz.

19 D. Jaffee, H. Kunreuther, and E.
Michel-Kerjan, “Long-Term insur-

ance (LTI) for Addressing Catastrophic
Market Failure” NBER Working Paper
No. 14210, August 2008, and Journal of
Insurance Regulation, 2010 Issue, (29)7,
pp. 167-187.

Trade Agreements as Incomplete Contracts

Giovanni Maggi*

The traditional theory of international
trade typically views trade agreements as
complete, or as contracts that specify all
the relevant policy instruments and cover
all possible contingencies. Implicit in this
approach is the assumption that all rel-
evant policy instruments and contingen-
cies can be specified in the contract and
verified by a court. In reality, though, even
the most elaborate trade agreement — the
GATT/WTO —is a vastly incomplete
contract: the constraints imposed by the
agreement on governments policy choices
are largely non-contingent, and many rel-
evant policy instruments are left out of
the agreement.

Another counterfactual implica-
tion of the complete-contracting view of
trade agreements is that judicial bodies,
such as the WTO’ Dispute Settlement
Body, should play only a pure enforce-
ment role. In reality, however, most trade
disputes in the WTO concern not simply
the enforcement of clearly specified obli-
gations but rather the interpretation of
vague provisions, or of instances in which
the text of the agreement is silent. This

*Maggi is a Research Associate in the
NBER’s  Program on International
Trade and Investment and a Professor of
Economics and International Affairs at
Yale University. His profile appears later
in this issue.

suggests that one important role for the
WTO’s court may be to “complete” an
incomplete agreement.

All of this leads to important ques-
tions: How do we explain the particu-
lar structure that trade agreements take
in reality? Can an incomplete-contract-
ing perspective help us interpret the rules
and institutions that have emerged in the
world trading system?

Rigidity and Discretion
in Trade Agreements

In one paper, Henrik Horn, Robert
Staiger, and I propose a simple incom-
plete-contracting model of trade agree-
ments in which the contractual incom-
pleteness arises from the presence of
contracting costs.] We argue that this
incomplete-contracting perspective can
help to explain some core features of the
GATT/WTO. In particular, the agree-
ment binds trade policy instruments,
while leaving the choice of most domes-
tic policy instruments to the discretion of
governments. One exception is that the
WTO has introduced some regulation of
domestic subsidies. Second, the restric-
tions in the GATT/WTO are not usually
conditioned on any information about
the state of the economy, except for some
“escape clauses” that allow for temporary
protection under some specific circum-

20 H. Kunreuther and E.O. Michel-
Kerjan, “Market and Government
Failure in Insuring and Mitigating
Natural Catastrophes: How Long-Term
Contracts Can Help” in Public Insurance
and Private Markets, J. R, Brown, ed.,
Washington, DC: AEI Press, 2010.

stances. Finally, the agreement only stip-
ulates upper bounds on the tariffs, thus
leaving governments with discretion to go
below the bounds.

Our key assumption is that it is costly
to negotiate and draft a trade agreement,
and that contracting costs are higher
when the agreement is more detailed,
both in terms of the policies that it secks
to constrain and the contingencies that it
specifies.> We explicitly incorporate the
costs of contracting over policies and con-
tingencies into our model, and study the
optimal design of a trade agreement in the
presence of these costs.?

W find first that it cannot be optimal
to contract over domestic subsidies while
leaving tariffs to discretion. This result
accords well with the emphasis on trade
measures that characterizes the GATT/
WTO. And, while this feature is often
informally explained as deriving from dis-
tinct levels of contracting costs across
these instruments, our model imposes
no such distinction and thus identifies a
more fundamental explanation.

Next we find that it is optimal to leave
subsidies to discretion if: 1) countries have
little monopoly power in trade, in which
case they have little ability to manipulate
terms of trade; or 2) they trade little, in
which case they gain little from exploit-
ing their power over terms of trade; or 3)
subsidies are a poor substitute for tariffs as
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a tool for manipulating the terms of trade.
The trade volume effect identified above
suggests a possible explanation for the
fact that the WTO has introduced a reg-
ulation of domestic subsidies that was not
present in GATT, namely that a general
increase in trade volumes over time has
increased the cost of discretion, thereby
heightening the need to constrain domes-
tic policies.

We then examine whether the opti-
mal agreement will include contingencies
regarding the state of the economy, and if
so, what variables should be used to con-
dition the agreement’s terms. A key obser-
vation is that, since the incentive to dis-
tort subsidies for terms-of-trade purposes
increases with trade volume, making tar-
iffs state-contingent can help to mitigate
this incentive against especially high trade
volumes. This effect is at the core of our
third result: conditional on leaving sub-
sidies to discretion, it can be optimal to
make tariffs contingent on variables that
affect the trade volume but are irrelevant
to the first-best tariff level. One implica-
tion of this result is that it can be optimal
to specify an escape-clause type rule that
allows governments to raise tariffs when
the level of import demand is high.

Finally, we show that the presence of
contracting costs can explain the fact that
the constraints imposed by the agreement
on tariffs take the form of upper bounds,
rather than exact tariff levels.

Dispute Settlement Procedures

In a subsequent paper, Staiger and I
take the incomplete-contracting approach
to trade agreements one step further by
examining the potential role of a Dispute
Settlement Body (DSB) asamechanism for
“completing” an incomplete agreement.*

Although in economic models trade
disputes typically are treated as synony-
mous with concerns about enforcement,
in reality most WTO disputes seem to
concern the interpretation of vague provi-
sions, or instances in which the agreement
is silent. Some have suggested that the
WTO’s DSB could usefully grant excep-
tions to rigid contractual obligations. In
this paper, we examine these potential

DSB roles with the help of a formal model
and address two more specific questions:
How “activist” should the DSB be? That
is, should it have authority to interpret
vaguely-stated obligations, to fill gaps in
the agreement, or to modify rigid obliga-
tions? And, should DSB rulings set prec-
edent for future rulings?

We find that, if the DSB has suffi-
ciently accurate information, it is optimal
to build discretion into the contract and
to provide the DSB with a mandate to fill
the gaps. On the other hand, if the DSB’s
information is poor, it is optimal to write
a contract that is either vague or rigid and
to then bar the DSB from attempting to
“complete” the contract. If the accuracy of
the DSB’s information falls into an inter-
mediate range, then it is optimal to write
a vague contract and to provide the DSB
with a mandate to interpret the contract
when disputes arise.

Interestingly, our analysis does not
support the “modification” role of the
DSB: it is never optimal to allow the court
to void obligations that are clearly stated
in the agreement. We also find that, if the
DSB is sufficiently accurate, the first-best
outcome can be achieved even though the
contract is highly incomplete, the use of
the DSB is costly, and the DSB rulings
are imperfect. That is because the threat
of invoking the DSB, and the expecta-
tion of a sufficiently precise DSB ruling,
is sufficient to induce governments to act
efficiently. Therefore, our model suggests
that imperfection in the DSB informa-
tion does not necessarily impair the per-
formance of the institution; the presence
of an activist DSB potentially can gener-
ate dramatic efficiency gains, in spite of its
(inevitable) information limitations.

At the same time, our analysis offers
a warning. We find that, if litigation costs
are not too high, the equilibrium policy
tends to be efficient when the DSB is not
invoked in equilibrium. Moreover, we
find that equilibrium disputes are more
frequent when the DSB is less accurate.
Thus, in effect the motives that trigger
a DSB filing are inefficient, and the efhi-
ciency-enhancingeffect of the DSB is asso-
ciated with its off-equilibrium impacts.
This is because, anticipating the possibil-

ity of error by the DSB, governments are
tempted to game the system within the
leeway offered by the incompleteness of
the contract: the importer is tempted to
protect when it should not, hoping to get
away with it; and the exporter is tempted
to force free trade by filing a dispute when
it should not. One implication of these
findings is that the intensity of DSB use
is not a reliable indicator of the perfor-
mance of the institution.

We next examine whether DSB rul-
ings should set legal precedent for future
rulings. On one hand, precedent reduces
the probability of having disputes tomor-
row, by removing uncertainty about the
rights and obligations that will apply
should the same situation occur again,
and this leads to a beneficial savings in lit-
igation costs. On the other hand, we find
that precedent increases the probability of
a dispute today, with the associated waste
in litigation costs and a less efhicient policy
selection (because the DSB is imperfectly
informed). When we examine how the
resolution of these opposing effects varies
with key parameters of the model, we find
that the introduction of precedent is more
likely to enhance the performance of the
institution when the accuracy of DSB rul-
ings is low and when governments care lit-
tle about the future, or are not very likely
to interact repeatedly.

Liability Rules versus Property
Rules in Trade Agreements

A further potential strategy for cop-
ing with the incompleteness of trade
agreements is to structure trade policy
commitments as “liability” rules. A liabil-
ity rule leaves a government free to raise
trade barriers in response to changing cir-
cumstances, but requires the government
to compensate its trading partners with a
certain amount of “damages.” This type of
rule builds some flexibility into the agree-
ment without the need to describe con-
tingencies explicitly. The alternative to lia-
bility rules is given by “property rules.” A
property rule either endows the exporting
country (or countries) with the right to
free trade or endows the importing coun-
try with the right to trade protection.
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Such entitlements can only be transferred
through a voluntary transaction (renego-
tiation). There is a large law-and-econom-
ics literature on the choice between liabil-
ity rules and property rules in the design
of domestic law, but there is little formal
research on this question in the context of
international trade agreements.

In another paper, Staiger and I forge
a link between the theory of trade agree-
ments and the law-and-economics theory
of the optimal design of legal rules.> We
propose a simple model that highlights
the role of transaction costs, renegotia-
tion, and settlement “in the shadow of
the law” We ask under what conditions
liability rules are preferable to property
rules and, in cases where liability rules are
desirable, what the optimal level of dam-
ages is.

It is important to understand the dif-
ference between domestic law as studied
in the law-and-economics literature and
international trade agreements, which
are our focus. In international bargain-
ing there is a salient feature that is plausi-
bly absent in the domestic context: there
are no cfficient government-to-govern-
ment compensation mechanisms. In the
GATT/WTO, the typical means by which
a government achieves compensation is
through “counter-retaliation” — that is,
by raising its own tariffs. Such compen-
sation mechanisms entail important inef-
ficiencies that introduce a novel trans-
action cost in the international context
(which we refer to as the “cost of trans-
fers”). A major point of departure of our
model is precisely this difference between
the domestic setting and the international
government-to-government setting.

One of our key findings concerns
the impact of ex-ante uncertainty about
the joint benefits of free trade. We find
that a property rule is optimal if ex-ante
uncertainty is sufficiently low, whereas a
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liability rule tends to be optimal when
ex-ante uncertainty is high. This suggests
that as uncertainty over the joint bene-
fits of free trade falls, the optimal institu-
tional arrangement should tend to move
away from liability rules toward prop-
erty rules. Conversely, liability (property)
rules should be more prevalent in issue
areas characterized by a higher (lower)
degree of uncertainty.

When we allow the DSB to con-
duct a noisy investigation ex post, and if
the DSB information is sufficiently accu-
rate either because ex-ante uncertainty
is small or because the signal observed
by the DSB is very precise, we find that
a property rule is optimal, but with the
assignment of entitlements contingent on
the DSB signal. Thus at a broad level, if
one accepts that the accuracy of DSB rul-
ings has increased over time, or that the
degree of ex-ante uncertainty about the
joint benefits of free trade has fallen over
time, then our model predicts a gradual
shift from liability rules to property rules.
As we discuss in the paper, the majority of
legal scholars maintain that this shift can
indeed be seen in the GATT/WTO.

We also find that, in circumstances
where a liability rule is desirable, it is
never optimal to set damages high enough
to make the exporter “whole.” This runs
counter to the “efficient breach” argu-
ment in the law-and-economics litera-
ture, according to which damages should
be set at a level that makes the injured
party whole. In addition, we find that the
damages for breach should be responsive
to both the harm caused to the exporter
and the benefit garnered by the importer.
We suggest that this feature is reminiscent
of some aspects of the injury criterion
and the rules of compensation for WTO
escape clause actions.

Our model also generates interesting
insights with regard to the role of trans-

action costs in determining the optimal
rules. We find that a property rule tends
to be preferable to a liability rule when
the cost of transfers is high. We also find
that the introduction of frictions in bar-
gaining tends to favor property rules over
liability rules. These results contrast with
the findings in the law-and-economics lit-
erature that liability rules tend to be pref-
erable to property rules when transaction
costs are high.
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